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Abstract 
Compelled by a series of accounting fraud scandals, such as Enron, WorldCom e.c.t, the 
United States Federal Government enacted the Sarbanes-Oxley Act (hereinafter, SOX) on 
July 25, 2002. However, even more than 10 years have went by, enthusiasm of debates on its 
costs and benefits have never been ceased in the practice and academic fields. Among them, 
the most controversial provisions are those pertaining to internal control, e.g., SOX 404. 
Undoubtedly, it has played a positive role in enhancing accounting information quality, 
improving firm’s information environment and promoting the development of aduiting 
market, which, however, may be at the expenses of high implementation costs. In addition to 
the explicit ones, what’s even worse, it may make firms excessively risk-averse, consequently 
harming firm’s long-term development (or “Hyper-correcting”). In China, the Ministry of 
Finance togethered with China Security Regulatory Commission, National Audit Office, 
China Banking Regulatory Commission and China Insurance Regulatory Commission have 
formulated and herewith published the Chinese version of SOX-Basic Standard for 
Enterprise Internal Control on June 28, 2008, but almost all of related literature supports the 
positive value effects of internal control, it’s lack of theoretical discussions and empirical 
tests on its potential negative effects, or “Hyper-correcting”. 
Therefore, I propose “Hyper-correcting Hypothesis” and “Trimming Hypothesis” based 
on theoretical analyses, and use sample of China non-financial companies listed in Shenzhen 
and Shanghai A Stock Exchange to investigate which hypotheses the role of internal control 
in corporate finiancing, investment and profits distribution support, from the perspectives of 
corporate cash policy, merge and acquisition (hereafter, M&A), and tax avoidance, 
respectively. Empirical results show: firstly, internal control quality, though, is significantly 
and positively related to cash holdings, analysis on ways of disgorging extra cashes finds that 
the higher internal control quality is, the more likelihood firms will increase investments and 
cash dividends in the next year, and partial evidences show they’re also more inclined to 
increase expenditures on M&A or research and development (hereafter, R&D), suggesting 
that firms of higher internal control quality reserve more cashes to take precaution against 
future cash flow risks directly affecting inverstments and profits sharing in the next periods, 
rather than to excessively averse risk or minimize all kinds of expenditures. And 
supplementary test on value of cash holdings has further confirmed this conjecture. Secondly, 
internal control quality is not only positivley correlated with M&A tendency and frequency, 
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high-quality internal control can make firms handle more and better M&A projects without 
foegoning precious resource-acquisition opportunities solely due to risk-taking. Thirdly, tax 
avoidance is positively related to internal control quality in the lower tails of tax avoidance 
distribution, while it turns to be negative in the upper tails of tax avoidance distribution, 
implying that firms of high-quality internal control do be able to subtly balance returns 
against risks of tax avoidance, namely, increasing less aggressive tax avoidance to take full 
advantage of tax-saving effect and simultaneously inhibiting more aggressive and riskier one 
in order to achieve an optimal level consistent with firm value. In a word, internal control 
hasn’t lead to excessive risk-aversion. Conversely, it’s an effective risk management tool 
dynamically adjusting firm’s risks to its tolerance and capacity, which strongly supports 
“Trimming Hypothesis”. Futher, I take corporate diversification strategy as an example to 
testify my surmise that different internal control orientions betweem China and U.S. in the 
post-SOX era results in such robust findings nearly oppostite to American: the former 
belongs to “financial reporting oriention” whose foremost target is to reasonably assure the 
reliability of financial reports, while the latter commits “operation and management 
oriention” whose ultimate target is to help enterprise’s development strategies be properly 
implemented.  
This study contributes to existing literature in following ways: firstly, it helps to mitigate 
questions about internal control and related regulatory reforms, e.g., SOX. Practitioners 
complain that internal control has hampered business activities and made managers be filled 
with misgivings and fears; regulators have publicly fretted about the trend that enterprises 
become overly risk-averse which’s detrimental to innovation and long-term development of 
enterprises, and several studies have provided supportive evidences for them. This paper, 
however, finds that internal control plays a positive role in corporate cash policies, M&A, tax 
avoidance and diversification strategy, confirming it’s an effective risk management tool. 
Secondly, this study systematically reviewes the oriention evolution of American and Chinese 
internal control frameworks or practice, and further propose “Hyper-correcting Hypothesis” 
and “Trimming Hypothesis” on the basis of exploring differential corporate behaviors in 
different internal control orientions, which contributes to a more comprehensive and deeper 
understanding on potential role and value of internal control in the corporate financial 
activities. Finally, it enriches and extends existing literature on cash holdings, M&A, tax 
avoidance and diversification, providing new explanatory view for some unsolved issues, 
e.g., puzzle of M&A performance, puzzle of under-shelter, puzzle of diversification premium 
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enterprises, they should further deepen their understanding on internal control-Internal 
control is not necessarily handcuffs and chains bonding managers, rather, it can improve risk 
management, hence creating value for enterprises if it’s used properly. Therefore, the most 
compelling task for enterprises is to choose an internal control level consistent with their 
internal demand and charactized as “neither too loose nor too tight” on the basis of weighting 
financial reporting target and strategy development target, and put it into practice. As 
policymakers and regulators, they should contemplate on how to confer enterprises upon 
adequate flexibility within current internal control framework in order to make them meet 
regulatory requirements without impairing their value creating. Only by this way, can internal 
control standard be wholeheartedly embraced and effectively implemented by enterprises, 
rather than be viewed as a mere burden imposed by regulatory authorities.  
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